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This paper addresses the question of what, if anything, is the influence of geographic concentration of economic activity on the patterns of foreign direct investment.  The case of UK financial services is examined as it is home to the world’s outstanding internationalised financial services cluster, the City of London.  The paper reviews the growing literature on the relationship between clusters and MNEs, identifying the consensus view which is emerging, based on both theory and evidence, that strong clusters are likely to be attractive for inward direct investment.   It addresses a surprising gap in the emerging literature by examining the relationship between cluster strength and the volume and geographic extent of outward direct investment, thereby testing Porter’s (1990) claim in The Competitive Advantage of Nations, that advantages gained in strong clusters would be the foundations of international competitiveness.  The paper tests whether this relationship is evident in financial services in the UK using data derived principally from the UK’s Annual Foreign Direct Investment survey.  The paper also distinguishes between two different types of agglomeration economy, localisation economies based on collocation of firms in related lines of activity, and urbanisation economies based on the overall concentration of economic activity in a particular region, a distinction most of the emerging literature in IB has not made clear. Logistic regression is used to test whether the likelihood of a firm engaging in Foreign Direct Investment (FDI) is related to cluster strength and an ordered logit model is used to investigate the relationship between cluster strength and the number of countries to which a firm sends ODI.  A positive influence of cluster strength is found, which is more strongly related to localisation economies than urbanisation economies.  There is also evidence from the econometric models, corroborated by industry studies, that very large and highly dense clusters like the City of London do run into problems of congestion.  The paper ends by suggesting that the highly uneven pattern of both destinations and sources of foreign direct investment merit further theoretical and empirical investigation.


Agglomeration and Flows of Outward Direct Investment: An Analysis of Financial Services in the UK

INTRODUCTION
Research on the foreign direct investment (FDI) activities of multinational enterprises (MNEs) has a long and rich tradition (Dunning, 2001).  Research on the advantages, disadvantages and processes that arise in business clusters has a similar tradition (Marshall, 1890; Porter, 1998).  Whilst it is clear that there is a considerable amount of MNE FDI in clusters (Kozul-Wright and Rowthorn, 1998), that FDI is relatively highly concentrated geographically (Shatz and Venables, 2000) and that this activity is increasing (Nachum, 2003), the body of research on this interface is small (Birkinshaw and Solvell, 2000).  However, it is growing fast in the face of increased globalisation, deregulation and advances in information and communication technology, all of which have begun to prompt a re-evaluation of the spatial organization of MNE activity (Buckley and Ghauri, 2004).  Much of the work on FDI location has focussed on where firms will choose to invest overseas at a macro level, with broad geo-political regions or nations being the unit of analysis.  Work done at the sub-national level has tended to focus on broad variables relating to either costs or demand.  This paper adds to the growing numbers of studies which focuses on agglomeration effects at the sub-national scale.  The paper further addresses the neglected question of  whether agglomeration promotes outward direct investment (ODI), whereas the extant literature has almost exclusively focussed on clusters attracting inward direct investment (IDI).  This neglect is somewhat surprising given that a central proposition of Porter (1990), which spurred strong academic and policy interest in clusters, was that location in clusters should promote international competitiveness. 
The UK financial services industry is a good case for exploring these issues, displaying a high degree of agglomeration and high levels of MNE activity, involving both substantial inward and outward direct investment flows.  It is also home to one of the world’s major financial services clusters, London.  This study asks two related questions:
(1) What theoretical reasons have been advanced that might explain the high level of MNE activity in strong clusters?  
(2) To what extent do strong clusters promote ODI? 

LITERATURE ON THE MNE FDI/CLUSTERS INTERFACE
Firm performance may improve if certain activities are located in clusters where higher levels of productivity (Henderson, 1986; Porter, 1998) and innovation (Baptista and Swann, 1998; Porter, 1998) may be achievable.  In addition, clusters may be a focus for demand.  The idea that firm-specific advantages might be developed in strong clusters has been a mainstay of Porter’s work and that such advantages developed in home markets can be leveraged into overseas markets has a long tradition in theories of the MNE (Dunning, 2001).  Since clusters are usually expensive and congested locations (Swann et al., 1998), unless an activity needs to be located in a cluster, it will pay the MNE to move it elsewhere.  These reasons, coupled with the trends of increased globalisation, deregulation and advances in information and communication technologies, mean that MNEs are increasingly employing cluster-based thinking to inform their investment and location decisions (Enright, 1998, 2000).  This relates to what Porter (1998) has dubbed the “globalisation paradox”, that easier movement of goods and people has increased the importance of hard to copy local advantages, which may exist in clusters, thus promoting an increased geographic concentration of activity. 
There is a growing body of more specific evidence that shows that MNEs are attracted to clusters (Gong, 1995; Head et al., 1999; Wheeler and Mody, 1992) and that MNE FDI in clusters is increasing (Nachum, 2003).  This evidence suggests that ‘liability of foreignness’ (Zaheer, 1995) is being compensated by the advantages of cluster location.  Beyond so called ‘fixed effects’ (Swann et al., 1998) – advantages that exist at a location that are not a function of the co-presence of related firms and institutions (for example, climate, time-zone and cultural capital) – there are advantages that are directly related the co-presence that exists within a cluster which are referred to as economies of agglomeration.  These 
can emanate on the demand or supply side and are extensively detailed in Porter (1998) and Swann et al. (1998).  As articulated by Porter (1990), these advantages may provide the basis for firms to succeed in international competition by promoting the development of firm-specific advantages.  This may be a foundation for ODI not just, as argued below, the reason why IDI is attracted to a particular location.
The majority of the literature acknowledges and builds on the classic insights of Marshall (1890) into the sources of superior performance in clusters (industrial districts in Marshall's terms): labour market pooling, which in part brings benefits of a deeper division of labour and more highly specialised skills; the emergence of specialised input suppliers; and technological and knowledge spillovers.  A distinction has long been made in the literature (Hoover, 1948) between two potential sources of dynamism: urbanization economies, which refer to the benefits of size and diversity within an agglomeration; and localization economies which refer to the benefits of large scale in a particular industry, essentially related to the classic Marshallian externalities.  Jacobs (1985) lays particular emphasis on size and diversity as being critical to dynamism and innovation, ascribed to the free interchange of different ideas and the abundance and variety of resources. 
What particular advantages which might attract inward direct investment?  There is a large literature that attempts to explain MNE FDI in terms of the benefits that certain locations provide for investing MNEs.  Dunning (1993) presents an FDI typology differentiating between investments that are ‘natural-resource seeking,’ ‘market-seeking,’ ‘efficiency-seeking,’ and ‘strategic-asset seeking.’  More recently, he has drawn from economic geography (Dunning, 1998) to elaborate the location element of his ‘OLI’ framework by incorporating clusters thinking. The idea that strategic-asset seeking and competence building are seen as being important influences on location decisions is consistent with this cluster thinking (Chen and Chen, 1998; Makino et al., 2002; Rugman and Verbeke, 2007; Sethi et al., 2003).    The importance of location in major nodes is that much of the strategically important knowledge is tacit (Chung and Alcacer, 2003; Nachum and Keeble, 2003), and access to this knowledge is of paramount importance in high technology industries and complex service industries, of which financial services is a major example (Storper, 2000). Another important asset which firms may seek is highly skilled labour (Makino et al., 2002; Sethi et al., 2003) . It should be noted that agglomeration economies will not be equally relevant to all forms of FDI and may not be the reason why MNEs collocate (McCann and Mudambi, 2005).  Pelegrin and Bolance (2008) find that FDI is attracted to agglomerations where there is high R&D intensity or where inter-firm linkages are an important characteristic of the industry, but not where cost-reduction is the primary objective of the FDI.  In the latter case, favourable factor endowments are more important.
On the subject of MNE location in clusters, Birkinshaw and Hood (2000) find such activity to be rational as subsidiaries located in clusters make greater strategic contributions to parent companies than subsidiaries that are not located in clusters.  Enright (1998) elaborates a typology of such contributions.  ‘Listening posts’ aim to absorb knowledge from the cluster and then disseminate it within the wider enterprise (Dupuy and Gilly, 1999).  ‘Stand-alone corporate portfolio investments’ serve as centres for particular business activities perhaps benefiting from the reputation spillover of a particular location.  Another type is the subsidiary that ‘supplies products and activities’ for the MNE’s other activities and finally there is the subsidiary which absorbs ‘skills and capabilities’ from the cluster and then transfers these to the wider enterprise.  Beaverstock’s (1994) study of multinational banks elaborates this type of MNE FDI by finding that such firms benefit from the ability to transfer skills and capabilities between subsidiaries in their worldwide operations through international personnel movements.  The ability of MNEs to leverage knowledge and skills in this way may not be straightforward, however (Cohendet et al., 1999).
Although this typology encourages us to think of MNEs ‘taking’ from clusters, we should guard against such a conclusion.  Studies by Birkinshaw and Hood (2000),  Head et al., (1999), Nachum (2000) and Wheeler and Mody (1992) show that MNEs can play a major role in cluster development and evolution.  Much emphasis is placed in Pred’s (1977) seminal analysis of dynamic cities on the importance of multilocational organisations (which may or may not be multinationals) as they will tend to be particularly wide conduits through which flows of goods, services, capital and information may flow.  Amin and Thrift (1992) likewise argue persuasively that models which are just locally based do not recognise the importance of emerging global corporate networks and interconnected global city regions (Scott, 2001).  There is, moreover, a self-reinforcing process whereby the more high level corporate activity a metropolis has, the more specialized services, labour and infrastructure it attracts.  The fact that others are operating successfully in a given location may be taken as a credible signal of favourable demand and/or cost conditions, leading to imitation and herd behaviour (Henisz and Delios, 2001; Knickerbocker, 1973).  
The literature reviewed above argues that there are many ways in which location in a cluster will be favourable to MNEs in developing and renewing their sources of competitive advantage.  The focus of this literature has been on why inward direct investment might be attracted to clusters.  The obvious corollary is that clusters which are conducive to firms developing competitive strength in international business should also be associated with firms which engage in outward direct investment.  Firstly, they will develop sufficient competitive advantage to do so.  Secondly, they will be motivated in part by some of the same reasons for investing abroad for strategic reasons, to enhance and renew their existing advantages and possibly also to acquire new ones.
In addition to the influence of factors which permit development or exploitation of firm-specific advantages, it is important to acknowledge the importance of institutional factors in location decisions.  Cultural factors include the notion of “psychic distance”, where the ability of firm-specific advantages to carry over to different cultural contexts, be it on the demand side with acceptability of products and services, or on the cost side in terms of the ability to establish efficient operations, may be imperfect, imply increasing “psychic distance” will deter IDI.  Institutional influences such as political stability and security of property rights are also generally held to be influential.  In taking a single country context, this paper abstracts from many of the influences which are more relevant to choice of location among countries, to focus more narrowly on what influences location within one country.  Institutional and economic factors are not unrelated, however.  As Porter (1990) himself has argued, dynamic clusters are more likely to flourish in countries which are stable economically and politically and which have a sound institutional infrastructure.  Such locations are apt to be favoured sites for IDI (Globerman and Shapiro, 2003).  Moreover, firms based in more dynamic clusters may be able to develop greater firm-specific advantages, leaving them better placed to overcome greater “psychic distance”.

METHODOLOGY
The basic dataset on which this analysis was conducted is the UK’s Annual Foreign Direct Investment (AFDI) Survey.  The survey examines outward and inward direct investment flows at the firm level.  The outward direct investment database is particularly useful in that it breaks down by country the outward investment flows of each firm.  In order to produce meaningful analysis of the pattern and extent of outward and inward investment flows, the AFDI data was merged with a variety of additional databases maintained by the UK’s Office for National Statistics, although gaps in the matching fields used to merge databases did reduce the number of usable observations.  Skeleton information was obtained from the ARD Regional Panel Database, comprising number of employees, 5-digit SIC code and region of operation.  Information on year of formation and ultimate country of foreign ownership, where applicable, was obtained from a further database, the Business Structure Database.  Where the HQ could not be identified, the observations were dropped.  Likewise, firms not actively trading were removed from the dataset.
	Some limitations of the AFDI database must be acknowledged.  Firstly, the identity of the firms in the database is not disclosed, each being assigned a unique identifier.  This prevented firm-level data derived from other sources being introduced into the analysis.  A second major disadvantage of the AFDI database, as far as the study of financial services is concerned, is that it has very limited coverage of banks (the rationale for this is unclear).   

Participating in ODI
The first model estimated was a logistic regression based on a 1,0 dependent variable depending on whether the firm was engaged in outward direct investment or not.  This analysis could not be performed for inward direct investment as data was not available on firms in other countries which do not direct investment flows to the UK.  The basic model had the form:
Li = β1Sizei +  β2Sizei2 +  β3Agei + β4Agei2 + β5Locquoi + β6Locquoi2 + β7Totempi + β8Totempi2 +  β9Banksi + β10Lifeinsi + β11Nonlifeinsi + β12Auxfii + ei
	where L​i is the log of the odds ratio Ln and Pi is the probability that the firm engages in ODI.  The coefficients reported for the logistic regression show the change in the log-odds ratio for a one unit change in the independent variable, therefore a coefficient less than 1 indicates an increase in the independent variable made ODI less likely and vice versa where the coefficient exceeded one.  
	Size was measured by the natural log of numbers of employees, due to the strong positive skew.  In both the IDI and ODI equations this is a priori expected to be positive as larger firms are likely to have greater resources which will enable international activity.  In the case of UK subsidiaries of overseas MNEs, size has had to be based on the size of the subsidiary as this was the only data available.  As with other variables, quadratic terms were used to capture possible non-linearities in the relationship.
	Age is the age in years of the firm since first registration, sign expected positive.  For subsidiaries of overseas MNEs, this is based on the age of the subsidiary.
	Locquo is the location quotient of the region in which the firm is located.  The location quotient is constructed as the ratio of total financial services employment in the region to that of all financial services employment in Britain divided by the ratio of total employment in the region to all employment in Britain.  The location quotient thus represents the extent of localization economies in the region.  A quotient above 1 indicates that the region has a disproportionate share of financial services employment relative to its total employment.  The prior expectation is that the coefficient will be positive, representing the effect of stronger clusters. 
	Totemp is total employment in the region.  This crudely represents the extent of urbanization economies in the region.  It also acts as a proxy for market size.  Again the prior expectation is that this variable will have a positive sign.
	A set dummies was included to control for principal line of activity, Banks (SIC651), Lifeins (SIC 6601 life insurance), Nonlifeins (SIC6603 non-life insurance), Auxfi (SIC671, activities auxiliary to financial intermediation).

Geographic extent and diversity of ODI flows




Engaging or not in Outward Direct Investment

This model includes a dummy for foreign ownership of the firm engaging in outward direct investment.  This is positive and strongly significant which is intuitively reasonable given that the subsidiary is already part of an MNE, therefore is more likely to have the competence, strategic orientation and resources to engage in outward investment.  This dummy for foreign ownership was entered in all the other outward direct investment models reported in the paper, but was never close to significance, therefore is not reported.  This indicates that foreign ownership makes it more likely a firm will engage in outward direct investment, but beyond that does not influence the size of such flows.  Again this is plausible.  Those domestically-controlled firms which cross the threshold of becoming multinational will exhibit a similar propensity to invest overseas as foreign multinationals.




















*** significant at 1%  ** significant at 5%  * significant at 10%

The results indicate that the location quotient is positively and significantly associated with the probability of engaging in outward direct investment.  In this quadratic form, the positive marginal effect of the square of the location quotient indicates increasing returns to cluster size, subject to the obvious caveat that such increasing returns would probably eventually peter out as a cluster ran into worsening problems of congestion.  Urbanisation economies, as proxied by total regional employment have only a very small, almost negligible, positive influence.  The positive coefficient on firm size and negative coefficient on firm size squared indicates that initially it has a positive influence, but that eventually the influence of greater size will become negative, although this is a very weak effect.  Much the same may be said of age.  Both results are intuitively plausible in terms of the conventional theory of multinational enterprise.  

Geographic and psychic distance
Table 2.  Negative binomial regressions of number of countries invested in
















*** significant at 1%  ** significant at 5%  * significant at 10%

A further model examined another dimension of the extent of overseas direct investment, which is the geographic scope of the investment measured as the number of countries ODI was sent to.  Localisation economies as proxied by the location quotient are a significant influence.  The positive coefficient on the location quotient and the negative coefficient on location quotient squared implies an inverted-U relationship with cluster strength at first promoting a greater scope of investment, but at a diminishing rate which would eventually lead to an absolute decline (rather implausible if interpreted literally).  The coefficients on total regional employment lie just outside conventional significance and imply an exponential relationship.  The positive and significant coefficients on age and size are intuitively reasonable (the squares of both variables were omitted to conserve degrees of freedom, admissible based on a variable deletion test).  

Discussion
The results obtained are broadly consistent with the thrust of the literature on the FDI/clusters interface.  Stronger clusters do appear to promote ODI, with firms being more likely to engage in FDI and to send ODI to a wider array of countries.  Additional regressions, not reported also confirm that, in addition, stronger clusters attract higher volumes of IDI.  The generally positive coefficients on size and age are intuitively reasonable, both in terms of the IB literature and the broader literature of economics and strategy. Size may be associated with the possession of resource strengths (Barney, 1991) which enable the firm to grow.   They may also be associated with the ability to realise economies of scale and scope, though there is no direct evidence for either of these two effects.  Similarly age may proxy accumulated experience and therefore up to a point increase the chances of becoming multinational.  Longer established firms will both acquire greater experience in conducting overseas business, specifically cited by Dunning (1993) as an important ownership advantage.
To what extent is there a genuine cluster in London, as opposed to it being simply a convenient entrepot where firms have the same reason for locating but do not directly benefit from the co-presence of other firms?  Taylor et al. (2003) present detailed evidence that the City exhibits all the hallmarks of a highly developed, dynamic cluster.  Dense and flexible vertical and horizontal interlinkages between firms, a balance of competition and cooperation, a strong emphasis on the importance of face to face contact and personal relationships, exchange of tacit knowledge and the ability to tap into a highly skilled and deep labour pool feature prominently in the advantages firms perceive of their location in the City.  Location in the City is also important for being seen as a credible player in the industry and to gain access to the highest level and most demanding customers.  The highly internationalised labour pool and financial services community in London and the global reach of the City’s labour market is indicative of the emergence of a globalised group within the business community identified by Bird and Stevens (2003).  Taylor et al. also detail the very real concern of incumbents in the City regarding high and rising levels of congestion, effects that were hinted at in the econometric results. 




	This paper has answered the two questions posed in the introduction in the affirmative.  There is a growing body of theory which articulates why location in strong agglomerations may be especially beneficial for MNEs.  It has also provided evidence that agglomeration economies are important in both promoting ODI.  The positive influence of cluster strength was demonstrated in two models: a logit model of the probability of engaging in ODI;  and, a count data model of influences on the number of countries to which ODI is sent.  The evidence indicates that the agglomeration economies principally relate to localisation economies based on collocation with firms in the same and relate lines of activity to a greater extent than to urbanisation economies based on the scale and diversity of the region’s economic base.  Size and age were also found to be positively related to FDI, as would be expected.  	The current study suffers from some important limitations.  There was only a limited number of observations available for firms engaging in FDI with full financial information, which undermined the precision of the econometric estimation as it was not possible to control for a wide range of firm-specific characteristics.  In particular, size had to be used as a very crude proxy of resource strength.  In addition, it would be desirable to incorporate a wider range of controls for differences in regional characteristics.  That said, the lack of control for regional costs should, if anything, have confounded the positive effect of geographic concentration in London.  The econometrics afford no insight into the strategic orientation of firms, not how firms create and leverage advantages from locating within strong clusters.
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